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L. INTRODUCTION

RADE and aid relations between the Euwopesn Union and the ACP
i developing countries are governed by the Lomé Treaty. This ireaty entitles
the ACP countries (former European colonies, mostly i Africa) bath to EU aid
and {0 trade preferences. ACP exports enjoy preferential access to the Furopean
market, mostly in the form of lower tariffs (subject to very restrictive rules of
origin). These preferences apply in particular to traditional African expotts stuch
as tropical agricultural products. Since 1975 when the first Lomé treaty was
signed the ACP countries have, in spite of this preferential treatment, lost market
shares for their traditional exports while there has been little growth in non-
traditional exports. A notable feature of the trade preferences is that they are
(since 1975) not reciprocal: ACP countries are under no obligation to open their
markets to European cxports. The valie of tariff preferences has been eroded as
tarifis have been lowered for non-ACP countries. Furopean aid programmes for
ACP countiies have moved beyond project aid to support for structural
adjustirent programmes (SAPs); as a result the conditionality of EU aid has
become rmove prominent. '

The current phase of the treaty expires in the year 2000 and a discussion has
started on its successor. This takes place against the background of considerable
disillusion with the efficacy of aid transfers and unreciprocated ‘special and
diffevential’ trade preferences {(Grilli, 1993). So far it has tended to be polarised
between those, aotably African sovernments, who wish to preserve the status
que, and critics questioning whether Lomé should have a future at all. In this
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paper we argue that Europe can offer three things to Africa: awd, market azccess
and institutions, To date, it has offered only the first two. We present proposals on
how the present aid and trade relationships offered under the Lomé treaty can be
transformed. In addition we will suggest that Europe can help African countries
by institutional innovations which reverse the marginalisation which Africa has
been experiencing.

The structure of the paper is as follows. In Section 2 we present a typology I
ferms of prerequisites for growth. We classify countries according to whether
they currently satisfy these prerequisites and show that those which do. a
minority. are in fact currently growing satisfactorily. In Section 3 we draw the
implications of Section 2 for the future of Lomé. We discuss conditionality as
presently practised and propose how this can be replaced by the three-pronged
approach of performance-based aid, reciprocal market access, and participation i
Furopean institutions. Finally, we arguc that these and other proposals should be
options on a ‘menu’ from which African countries can choose. That is, we are
proposing Lomé “i la carte’. Differentiation among countries will be the outcome
from self-selection among this menu.

3. PROSPECTS FOR GROWTH: A TYPOLOGY OF COUNTRIES

The vast majority of ACP countries are African. Africa is, of course, not a very
meaningful aggregate. We need some way of relating differences i African
performance to differences in African ciicumstances. This is not an easy task
because policies are intrinsically difficait to aggregate. A recent attempt (World
Bank, 1994) built inevitably precarious composite scores on macroeconomic
policy and refated these scores to performance. Such an approach tends to be so
fragile that it is not convincing. Confining oursclves to the low income countries
(below $1,000 per capita), the approach taken here is to {ilter the set of African
countries through a series of three conditions which might be widely accepted as
nceessary for growth: a minimal degree of social stability, 2 minimal degree of
macroeconomic stability and a minimal degree of allocative efficiency. We then
look at the performance of those countries which survive these three filters. The
idea is that these three filters form a policy hierarchy: without a minimum of
social stability there is little point worrying about macroeconomic  stability.
Similarly, even with adequate social order, if therc is macroeconoinic chaos there
is little point in worrying about allocative efficiency. This divides the African
population into four categorics. At the bottom is the population in countrics
involved in civil war, an extreme form of social instability. At the next stage 1§
the population living in countries wherc the government has supplied peace but
has not achieved minimal macroeconomic stability. At the third stage is the
population living under governmenis which are supplying peace and
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macroeconemic stability but in which resource allocation policies are liable to be
highly inefficient. Finally, there is the population in couwntries in which the
governmeant is supplying peace, macroeconomic stability and minimally adequate
resource allocation policies.

While the defimtion of ‘ideal” policies is, of course, controversial, this section
is based on ihe premise that it is possible o get a broad consensus on what
constitites unambignously dysfunctional economic environments. The most basic
featiire of the “minimum adeguaie envirenment’, withast whick economic policy
change is likely to be futile. is peace, and this is the firsi of cur fikers,

a. Ecesomies witheut Peace

The extent of viclence in a socicty is a continzum, as is its scale of
organisation, However, as demoeasirated by cities such a~ New York, it is possible
for a high level of unorganised viclenco to co-exist with a high level of
prosperity: such violznce is evident!y not a sovere impediment. By contrast, the
prolenged civil wars which hav;, occwred in Aftica have caused an enormons
loss in output. Collier (1996} estimates that civil war reduces growth by 2.2 per
cent per annum, so that the prolm red civil wars in Mozambique, Ethiopia and
Uganda have reduced incomes by arcund 30 per cent. Further, civil wars tend to
leave a legacy of 2 weskened stass in contrast to international wars, Herbst (19200
argues persuasively that a renson why African states tend to be wezk is that they
have not taced externa! thieats.

Because civil wars are informal they are usually noi discrete episodes such as
ternationa! wars and so their definition is to an exicnt arbitrary, Singer and
Smisll (1994} provide precise, quantitative criteria, on which they identify all civil
wars from 1816, However, their listing does not extend beyond 1992, In the

absence of a4 cerrent objective classification, in the spirit of this paper we only
classify countries as being engaged in civil war where the evidence is such that
there would be widespread couscusus and where the effects can reasonably be
expester! to include severe impediments to economic growth. Curmrently six

African countries fall inte this category: Angola, Burundi, Liberia, Rwanda,
Sa'ualua and Svdan. 1t is net in fact poessible to tell whether this roup is in
ageregate 1 economic decling becanse for half of them there are no Nationa!
Acconnts data. For the remaining countries per capita GIDP fell by four per cent
p-a. i 1990-94. The population of these six countries is &1 million, so that
arcund 12 per cert of the population of Africa is livieg in countrics in which the
government has failed to supply a minimal adequate leve! of social order

. Economies without a Minimun: Adeguate Macrosconomic Environmens

The nexi filter concerns the macrseconomic environment, Again this is &
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continuum and so it is intrinsically arbitrary where a line is drawn. Here we use a
classification based partly on inflation in the three year period 1992—4. We use a
boundary at which inflation policy is not decmed to be even minimally adequate
at an inflation rate above 25 per cent. This is supplemented by a scoring system
devetoped by World Bank country economists (Bhattasali and Ray, 1995). For
the criteria to be genuinely minimal, most low income developing countries
should satisfy it. Among non-African IDA-recciving countries 85 per cent meet
the criterion.

The following African countrics which satisfy the condition of peace currently
fail to meet the requirement of macrocconomic stability: Comoros, Equatorial
Guinea, Ghana, Madagascar, Malawi, Mozambigue, Niger, Nigeria, Sao Tome
and Principe, Tanzania, Togo, Zaire and Zambia. This group covers 240 million
people, which is 46 per cent of the population of Sub-Saharan Africa. Excluding
Zaite for which no National Accounts data are available after 1992 (in which year
income fell by 10 per cent), per capita income fell by 1.2 per cent p.a. for this
group in recent years.

Hence, just over half of the population of Africa lives either in a country which
is simply unsafe or is subject to severe macrocconomic instability (or both). In
this half of Africa we do not need deep explanations in terms of economic policy
as to why growth is low, we need analysis of the causes of civil war and the
reasons why governments are not supplying a minimum adequate
macroeconoemic environment,

¢. Economies without a Minimum Adequate Resource Allecation Environment

For the countries with minimum adequate environments in terms of social
order and macroeconomic policy we now consider the policy environment with
respect to resource allocation. It is immensety difficult to get good quantitative
measures of the efficacy of resource allocation policies. The only resource
allocation indicator which is as readily measurable as the major macroeconomic
indicators such as inflation is the premium on the parallel market for foreign
exchange, which can be interpreted as a proxy for trade and exchange rate
restrictions. Easterly and Levine (1995) show that the parailel market premium is
significant and important in explaining slow growth overall in Africa and
variations between countrics. However, this is only one of many arcas in which
policy can affect the allocation of resources and hence growth. We take five
policy areas which concern resource allocation: irade and exchange rate systems;
the financial sector; factor and product markets: parastatals; and the composition
of public expenditure. Again we utilise a scoring system used by World Bank
country economists in which each policy area is evaluated according to
reasonably precise criteria (Bhattasali and Ray. 1995). Each policy is classified
according to whether it meets a minimum thresho!'d. We classify countries as
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Raving mitiimum adequate resource allocation policies if cach of the five policies
is above this threshold,

The countries which fail to survive this filter, and so are categorised as having
achieved minimum adequate social and macroeconomic order but inadequate
resource allocation policies are the following: Cameroon, Chad, Congo, Eritrea,
Guinea, Kenya, Lesotho and Zimbabwe. These countries have a combined
popalation of 5% million, or 127 per cent of the population of Africa. Treating this
group as a single aggregate economy, and summing its GDP (at constant 1987
doltars: from African Economic Indicaiors, Table 2.1) the growth rate for per
capita. GDP in 1992-94 was -2.8 per cent. Hence. this population was
experiencing rapidly dechining incomes.

d. Countries with a Minimus: Adeqguate Environment

The abave filiers leave a group of low-income countries whose governments
are currently supplying at least modest levels of social order, macroeconomic
crider and resource allocation. In combination these vield what we will term a
miniemum adequate environment, The countries which currently have such an
environment arc Benin, Burkinag Faso, Cape Verde, Cote d'[voire, Ethiopia,
Gambia, Guinea Bissau, Mali, Mausitania. Senegal and Uganda. Between them
thesz countries nccount for 23 per cent of the population of Sub-Saharan Africa.
For these countries it is highly pertinent to determine whether the provision of a
minimum adequate economic envircrment achieves what might be thought of as
minimum adequate growth. Since our classification of the economic environment
is based on data as of 1996, as we take longer periods over which to assess growth
performance more and more countries drop out because they have only adopted a
minimum adequate economic environment recently, The most recent members of
the group are the five countries which are members of the Franc Zone. Until the
devaluation of the CFA franc in early 1994 these couniries had inadequate
reseurce alfocation environments because of the over-valuation of the currency.
Cutput changes during 1994 might reflect only transient respenses. During 1995
the average GDP growth of this group was 6.2 per cent (Table 1) or 3.2 per cent
on a per capita bagsis {Table 2).

While this is not a particularly high growth rate by the corrent standards of some
other developing countries, it should be recalled that this group is defined rot by
particelarly growth-friendly pelicies but only by the avoidance of manifestly
growth-hostile policies. It suggests that the criteria which have been used to define
this group indeed justify the term ‘adequate’ in that the growth which the
envitomment appears to be generating does appear to enable growth rates which
permit per capita incemes to rise reasonably rapidly. This should. (0 an extent be
qualified. since during 1995 the term of trade for most of these countiics were
improving and this would have temporarily raised their growth rates,
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TABLE 1

1995 Growth Rates for African Countries with a Minimum Adequate Economic Environment
Couniry Weight Growth Rate
Benin 0.0548 4.5
Burkina Faso 0.0668 4.2
Cape Verde 0.0120 4.8
Cote d’lvoire 0.2414 4.8
Ethiopia 0.1686 8.0
Gambia 0.0131 =44
Guinea-Pissau 0.0087 4.2
Mali 0.0673 6.0
Mauritania (L0368 4.6
Sencgal 0.1395 4.8
Uganda (11439 9.5
All 1000 6.2

Sources: Growth rates: World Economic Outlook data base, IME. GDP weights denived from African
Development fndicators, 1996, World Bank.

TABLE 2
The Population of Sub-Saharan Africa in Five Esvironments
Lavironment Population Performance:
Share Per Capita GDP Growth

Inadequate social order 1 2% —4.0% 19904
Inadequate macro policies 46% —1.3% 19924
Inadequate resource allocation 129 --2.8% 1992-4
Minimal adequatc environment 23% +3.2% in 1995
Already middle income 8% n/a

Source: Growth rates from Afnican Development Indicators [994-95 and country Naticnal Accounts.

e. Summarising the Minimum Adequate Environment Fiiters

To summarise, the African population can be grouped into the five
environments set out in Table 2. This table has implications for the focus of
concern about current African economic performance. First, it suggests that the
major problem in Africa is not that performance has been poor even when
economic policies have been reformed. Recall that our criteria for the policy
environment have deliberately been minimalist. Many of the countries which are
in this final category have policies which by no stictch of the imagination could
be described as growth-friendly. For example, Ethiopia has yet to get in place
even elementary property rights: it is not yet possible to purchase land on which
to build a factory, and the financial system is rudimentary, since until 1995 there
was a monopoly state commercial bank. Indeed, none of the countrics actually
rate high across the board on macroeconomic and resource allocation policies.
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Despite this, the economics in which a minimum adequate economic environment
has been created are performing rather well. A growth vate of 6.2 per cant is not
remarkable, and i is worth efforts to raise it, but were it replicated across the
continent there would be a mood of confidence rather than crisis. The table
identifics as the problems the three groups which lack different features of the
minimum adeqguate cconomic envirenment. Each of these groups faces declining
incomes.

¢ problem in terms of haman suffering is probably the war-tom
iming 12 per cent of the African population. Recent work
(Cellier and Heettler, 1996) shows that unlike international wars, the danger of
civil wars is strongly persistent” countries which have had a recent civil war arc
much more prone to fuither conflict. However, they also find that the most
common explanation for African civil wars, ethaic divisions, is not correct, Using
an incex of ethno-linguistic fractionalisation first used by Mauro (1955), they
find that highly fraciionalised societies are no more prone to civil war than
nomogeneous ones, It is countrics with middle levels of fractionalisation, such as
occurs if a population is divided into two similarly sized ethnic groups, which
Hence, the high degree of fractionalisation which
rises many African countries need not be war-inducing.

© are two groups, totalling just over half the populaiion of Africa, which
rentty experienoing decline and where that decline can reasonably be

macropconomic environment and those without a minhmum adequate resource
alocuion environmeni. Within ¢ salf of the population the major problem is
cvidently chronic macroeconomic instability rather than poor resource allocation.
An amazing 46 per cent of the population is subject to governments which arc
failing o provide a basic macroeconomic environment suitable for growth.
lndeed, cace we remeve the wor societies and the middle-income countries, the
population is faiddy equally divided between those inhabiting areas of minimal
macroeconomic stability and those i unstable environments. Since balf the
populaticn has mimimally adequate macroeconomic policies this is a hopeful sign
for the other half: adequate macrceconomic policics are not rare, they are
cemmen, bud not nearly universal as they ars now in other low income countries.
Turming irom macrosconnmic instability to the lesser problem of resource
misallocation, the message is even more hopeful. In that part of low income
Africa in which there is an adequate macroeconomic eavironment, two thirds of
the population aow has minimally adequate rescurce allocation policies. The 12
per cent of the population which lives under governiments which fail to provide
this are i gxceptional conditions.

Hence. a favourable interpretation of Table 2 is that the two policy transitions
which betwzen thess would transform the environment for half the population
from decline to growth are already normal in Africa. If half the secure low
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income population can have macroeconomic stability why cannot this be
extended to the other half? If two thirds of the secure, low income,
macroeconomically stable population can have adequate resource allocation
policies, why not the other third? However, the central message of the table is that
at present only a quarter of the low-income population has an even minimally
adequate environment. Of course it is important to press ahead to raise growth
rates in the minimally reformed economies to the double digit levels of which
these economies should be capable. However, it is more important, and in a sense
far easier, to deliver a minimalist environment to those who currently lack even
that. Although we know that it is feasible for developing economies to grow
much more rapidly than the rates currently being achieved by those African
countries with a minimum adequate economic environment, controversy sets in
precisely at the poiat of moving from this environment to a growth-enhancing
environment. Specifically, disputes arise between “developmental state’ and
‘level playing field’ approaches. While this debate is important and interesting, i
should not be allowed to obscure that there is consensus on the far more
important task of providing a minimum adequate economic environment for the
majority of the African population which currently lacks it.

3. IMPLICATIONS FOR THE FUTURE OF LOME

In the previous section we have argued that less than a third of Africa lives in
countries with even a minimum adequate economic environment and that risk is a
major deterrent to growth. In effect we are suggesting necessary and sufficient
conditions for rapid growth. The necessary conditions, which are not satistied in
most of the continent, are the provision of a minimum adequate environment.
Where this is in place it scems currently to be capable of delivering respectable,
though not spectacular growth rates. However, even the countries with this
environment suffer from high risk. In order to raise investment to the levels
consistent with rapid and sustained growth, it wili be nccessary to reduce these
risks. We now consider how the European Union can induce rapid growth by
assisting both in the transition to the minimum adequate environment and in the
reduction of risk. As noted in Section I, the European Union has three
instruments for assisting: through aid, through market access, and through
participation in institutions. In principle, each of these instruments might be
effective in the three transitions necessary to attain a minimum adequate
environment, and in the reduction of risk. We consider them in turn.

a. Aid

We now consider the contribution which aid can make to the first of the three
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iransitions, pamely that from civil war to peace. Unfortunately, the effect of aid
o social C(}hs;.S“()n is ambiguous. While it is possible that by increasing the
resources available to the govemment it enables the govermment to satisfy
opposition groups which would otherwise resort to viclence, it is also possible
that the extra regources enable the government to increase its military expenditure
(Azam_ 1995). Similarly, while aid wmay wncrease the incentive for a government
to reach a settlement, it may also reduce the nced for a government to
democratise (Bates and Collier, 1993). Collier and Hoeffler (1996), quantify the
effect of iﬂCOET'C from patural resources on the risk of civil war, an effect which
might sttate that of aid. They find that the relationship is non-monotonic, only
reducing the risk of war when the endowment is large. The implication is that
while in any particular situation aid might have a clear effect. there is no general
presumption that it can be vsed o induce a transition to peace,

New consider the role of aid in prometing macroeconomic stability, Since
commodity price instability s largely duc to natural conditions and the
functioning of the world economy it is an illusion to think that instability can
be earily reduced. The failuxe of international commodity price stabilisation
efforts is vivid festimony to this fact. The European Union already has a policy
instrument by which aid can compensate for negative shocks, namely Stabex. In
p actice much of the instability generated by shocks arises from the mishandling

f positive shocks (Collier and Gunning, forthcoming). However, even with
re\pu' to regative shocks Stabex currently fails to achicve its objective. The
delays 1n disbursement are so long that Stabex flows are actually pro-cyclical
(Hermann et al, 1990, This has arisen because Stabex has come to be used for
multiple doner objectives. In order for Stabex to contribute to macroeconomic
stability, disbursements evidently need 1o be prompt and this necessarily implies
that they should not be subject to complex conditions. However, there is a deeper
problem in using Stabex to reduce the impact of negative shocks for there is a
trade-off between stabilising the income of the conntry and stabilising the income
of exporters, both of which are osteasible objectives of Stabex. When world
prices are low, exporters are partly compensated by a fail in the relative price of
nen-tradable goods, but this would be offset by Stubex inflows. Hence, the same
Instrument which compensates income at the nationa! level accentiates the loss
of income for exporters themselves. Thus, while Stabex as currently operated is
seriously flawed. it is not easily remedicd.

A fuither means by which aid is vsed to promote macroeconomic stability is
through conditionalitv. However, ag with the use of aid in the transition to peace,
it 15 a two-edged sword. The provision of aid in return for sound macroeconomic
policies clearly provides some incentive for governments to adopt them, though
the fact that 46 per cent of the African population is currently living in an
inadequate macrogconomic environment suggests that this incentive is not very
powerfui, However, effsetting this favourable {theugh possibly weak) effect,
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conditionality may actually contribute to instability. This is because tf a condition
is pot met, in principle aid is cut off, creating macrocconomic crisis. There are
several examples of crises being induced in this way, for example, Uganda in
1992.

Now consider the contribution which aid can make to the transition to
minimum  adequate  resource allocation policies. This is the contribution
envisaged for structural adjustment lending. Implicit in this use of aid is a
difference between donor and recipient objectives: apparently the recipient
government is not willing to adopt policies considered desirable by the donor
without being induced to do so. The main objection to the use of aid as
induccment for policy reform is that in this case the government recetves aid ex
ante, on the basis of the promise of a policy change. The govermment then has an
incentive to minimise implementation of the agreed adjustment programme and
to rcverse the policy changes once the temporary aid tuns out. This has
contributed to the familiar phenomenon of policy reversal which has
cumulatively reduced the credibility of all African reform programmes and so
undermined investment.

Since the government is placed in the position of *setling’ reforrms to donors, it
has an interest in maximising the ‘price’ of reform. That is, for a given amount of
aid it will attempt to do as little reform as possible, by exaggerating the
difficulties of adopting the reforms and indeed by periodically reversing them or
introducing new policy distortions which can subsequentiy be “sold’.

In response to this, donors have increasingly adopted ‘short-leash’ policies.
That is, they have specified the implementation of reforms in increasing detail
both as to content and timetable, linking disbursement of funds to each step of
implementation. Tranches are released on the basis of this highly detailed
specification of performance, monitored over very short periods. At present this
approach frequently encounters a credibility problem becavse the entire
programme aid fiow is conditioned on each step of reform. Hence, the donors
periodically face the choice of interrupting the aid flow because of some minor
infringement of the promised reform programme or of waiving the agreed
conditions. The former opiion risks plunging the country into macroeconomic
turmoil because of trivial slippages, while the latter undermines donor credibility.

One solution to this dilemma is for the “pricing’ of refoerms to be taken to s
logical conclusion so that cach detail of the referm programme entitles the
country to a specified amount of aid. The problem with such an approach is that
donors become involved in the details of government to an inappropriate degree,
thereby weakening ‘ownership® of economic policy by the povernment. Indeed. if
the government has ‘sold’ policies to donors, the ownership of pelicy quite
clearly belongs to the donors. If the government’s actions are specified in detail
for shott periods it cannot feel responsible for the decisions which it takes. Hence,
the attempt by donors to ‘purchase’ reforms piecemeal has paradoxically been to
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place govermments in the position of slowing the implementation of reform and of
making the privaie sector suspicious of government intentions.

The perceived faituic of short-leash lending, in particular its inconsistency
with government cwaership of policy change, has increased pressure for greater
selectivity between countries in aid disbursements. There are two quite distinet
rationates for selectivity. The raticnale for confining aid (cther than that for
humanitarian  purposes) to governments which are providing a Minimum
Adeguate Feonemic bBrvirenment can simply be that without an adequate policy
environment aid is liable to be unproductive. Hence, simply to avoeid waste there
is a case for selectivity: aid would be restricied to those poor couatries in which it
could be useful. In its extreme form this raticnale would take a far more modest
view of what aid can achieve than implied by the conditionality approach. Instead
of regarding governmen! economic policy as highly malleable in response to
donor wishes, in the limit policies might be seen as being invariant with respect to
donor preferences. Donovs would simply support those governments which
happencd to provide an adeguate policy eavironment.

The sccond rationale for greater selectivity is that, redesigned, conditionality
could provide a more effeciive incentive for policy change. The redesign would
be thut aid dishursements would be based upon performance rather than promises
and that performance would be measured by periodic broad assessments rather
than by continious ‘short-leash’ monitoring. This is the ‘inducement’ use of aid,
but now conducted ex post rather than ex ante. Since the payment would be
conditiona! npon performance rather than promises, this form of inducemem
would not lead 1o time inconsistency. It may therefore prove more effective than
ex ante conditionality.

Specifically, donors weuld announce at the beginning of a period outcome-
contingent aid to be disbursed at the end of that period. The recipient government
would therefore know how much aid it would receive if, during the period, it was
successfui in seme pre-defincd sense. Cne way of linking 2id 10 performance
might be to base criteria upon a continent-wide average. For example, the country
would receive a ‘normal” amount of aid if it achieved at least the Africa-wide
average on each of a range of indicators. Below this, aid would gradually decline
to zero as a function of the shortfall of performance compared to the average.

The ‘remmzl” amount of aid wonld be determined with reference to the
countiy’s per capita income: 2 poorer country qualifying for more aid. Donors
might use a varicty of indicators of performance such as the rate of growth of
GDP, the change in literacy, the change in child mortality and even the change in
the protection of civil rights. In each of these cases the donor would at some stage
need to determine how aid would be celated to the indicators and so decide apon
trade-offs between them.

Performance above the norm might be rewarded with additional aid, in which
case the government would have an incentive to perform better than average.

QO Blwvkeenll Pubiisherss Lad 19907

Copyright @ 2001. All Rights Reseved.



296 P. COLLIER et al.

Alternatively, donors can choose to be prescriptive only about poor performance,
thereby attempting to reconcile the attainment of their own preferences with the
ownership of policy by the government.2

An obvious objection to the use of quantitative performance measures for aid
allocation is that performance is not fully under the control of the government.
For example, a country may perform poorly in terms of GDP growth over the
period under review simply as a result of a negative commodity price shock. To
some extent this can be corrected for: elsewhere we have used cross-country
regressions to correct growth performance for country characteristics such as
land-lockedness and for terms of trade changes (Collier et al., 1997). However,
the scope for such adjustments is limited, particularly for performance indicators
which are not widely available, such as changes in poverty measures over time.
Hence an element of judgement in the interpretation of performance indicators
will be unavoidable.

b. Marker Access

From the very beginning the relations between Europe and Africa have
involved preferential access to the European market (Grilli, 1993). Initially this
was reciprocal, free trade arrangements between colonial powers and their
colonies being extended to trade between the ACP conntries and Europe. The first
Lomé treaty (in 1975) dropped the reciprocity. From thereon ACP countries
continued to have preferential access to the European market but did not have to
reciprocate by lifting trade restrictions on imports from Europe.

The preferential access to European markets was best for commodities which
were the traditional exports of ACP ceuntries such as bananas and sugar. For
manufactures, subject to quota limits, ACP countries benefited fromn protection
vis-a-vis East Asian competition. For temperate agricultural produce which
competed directly with Europe. access was much more restricted.

This pattern of preferences would have tended to perpetuate a concentration of
African exports on traditional products. Over the past twenly years African
exports have remained very heavily concentrated upon a few primary
commodities. Until very recently this bias in European trade policy could not,
however, account for this persistence of concentration because the economic
policies pursued by African governments were stronigly anti-export oriented and
so prevented diversification. Only in the last few years have some African
conntries sufficiently reduced this anti-export bias for a new range of exports to
become feasible. Hence, it is only now that market access issues have become
important in constituting a binding constraint.

We propose that market access be altered in Lomé V in iwo respects. Firsi,

2 We develop this argumnent further in (Collier et al.. 1997).
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ss should be smproved for the non-traditiona! African exports, The
strategies for  improvement would  differ ze between  agriculture  and
manufactores, For agricnlture the recent tariffication of guotas often at very
nigh fevels of darifts, affords plenty of scepe for ACP preference. For
manufactures taeffs are pow so low as o be largely irrelevart so that tariff
ce s pedonger of comseguence. Indeed, the fevel of greference is now so

low that in many instances imperters find the administrative costs of benefiting
from ihe preforence o exceed its valve. However, non-fanilf barriers fo
wwtant. This as despite the Uniguay Round having

negotiated ihe gradua! tariification of non-taniff barors. The most important
i as themselves but the threst of anti-dumping
dureping actions is sufficiently gencrously
wch aciions is very wide Indeed, this was the
s for ihe concession of tariffication. The

mamfaciiees romain img

- reSITCHon iy oW ot g

he legal frracwork for g

phrased thas the potential scope of e
price cxacted by developed
n Union already rest
dumping suits. Firsi. no moimher governmerd can bring 2 suit against the firms of
any other membor government, Secow
been externded bevond Unior m s
privilege as Urion members in that anti-dumping suits canmot be brought against
Teelandic firms by EU members,

Anfi-dwping suits are much more important than their curcent frequency
would imply, Because they can be movnied relatively easily, they constitute a
threat to fivrns in develeping countrics contemplating cxporting and this threat is
now recognized as ‘contingert protection’. The 2xistence of this threat is much
more imporiaet as a disincentive to manufactering in newly emerging
manulzcturing centres, such as 1 is hoped that Afiica may become in the next
decade. tham in the established centres of East Asia. This is because established
firms alcacy have diversified markets ofien inchsding a reasonably  sized
domestic market. For example, a Korean firm subicct to an BU anti-dumping
action could continue to sell in North America and expand its sales in Korea. By
contrast, o new manufacturing cperation in Ghana which was selling into Europe
nost important initia! warket might have many fewer options if this market
wddznly interapted. Thus, we propose that onder Lomé V the parties
tthe ACP countrios) would undertake to refrain from anti-dumping
ez Lomé V cunnof bind the parties beyend the period of the treaty,
this undartaking would aviomatically be time-limited and so the censequences for
European firms would not be dramatic The extent to which the concession
conferred something of yveal value to Africa without expesing European fioms to
unrestricted competition would depend upon how rules of origin were specified.
Very generous rules of origin would induce a relocation of assembly activity
from [ast Asia to ACP countrics, benefiting East Asia rather than Africa and
exposing European firms to Last Asian competition. Highly restrictive ules of
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origin would prevent manufacturing taking place i Africa ar all since many parts
of products would have to be imported due to the small scale and range of Afnican
manufacturing. Hence, the concession on refraining from anti-dumping need be
far less dramatic than it might at first appear: it would be limited both by time and
by rules of origin. It would, however, substantially improve the incentives for
manufacturing in Africa rather than East Asia in one important respect, namely
risk.

Survey evidence of actual and potential investors inio Africa shows that at
present the main perceived constraint is the high level of risk of African
investment. This is consistent with cross-section analyses which find that
investment is correlated with country risk-ratings (IFC, 1995). Fuither, recent
work suggests that the risk ratings themselves are unduly harsh for Africa relative
to the underlying objective characteristics (Hague et al,, 1997). Thus, Africa is
currently suffering from a poor reputation which discourages foreign direct
investment (and possibly also domestic investment). Because contingent
protection is now an important risk factor for exporiers of manufactures in
developing countries, the granting of an anti-dumping restraint to Africa would
give it a risk advantage over East Asia which would at least qualitatively oifset
this differentially high risk. This advantage might well induce firms to ncut the
costs of gathering information on the prospects for investment in Africa. Suivey
evidence shows that at present the vast majority of firms looking for a devcloping
country location do not even include Africa on their short list and hence never
incur these costs. Until firms gather such information their decisions are
inevitably going to be unresponsive to changes in African domestic policies.

We propose that trade relations be returned to their eriginal reciprocal basis.
This could take the form of a North-South frec trade arca, as in the case of
NAFTA (Collier and Gunning, 1995). The preferential access 1o the European
market (including the protection against anti-dumping suits) would then be
contingent upon African trade liberalisation. The reason for this proposal 15 not
that it would benefit Europe, although there would be some modest benetits, but
that it would benefit Africa. During the past decade most African countries have
substantially liberalised their trade policy usually in the context of structural
adjustment programmes. These trade liberalisations have suffered from policy
reversal. Oyejide et al. {1997) show that of ten African countiies which undertook
trade liberalisations there were reversals in seven of them. In some of these
countries there was indeed a series of reversals, liberalisation episodes being
separated by periods in which trade controls werc reintroduced or tightened.
Since import controls are equivalent to a tax on exports. this patiern of behaviour
constituted an unpredictable set of incentives for the export sector. Because of
this high incidence of reversal, firms were probably refuctant to invest in new
exporting ventures and this may account for the low export supply respoise in
Africa during the structural adjustment period.

2 Blackweil Pablishers Lid 1997
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African governments have thus lboralised with owly limited credibility. This
low level of credibility has been exacerbated by the tendency of donors to ‘buy’
trade hiberalisation, so that it is not ‘owned’ by the government, as discussed

eartier. Under the proposed arrangemsent trade liberalisation would be credible

because the proposal offers a ‘lock-in mechanism’. Iff a government were to
restoie trede restrictions it would therehy lose the valuable access (o the European
market. This vee of reciprocity as a restraint mechanism on policy reversal is after
all vuropean  countries  themselves  achieved  intra-Furopean  trade
liberalisatinn, The massive change in the political batance of power in favour

of libemt trade which would be¢ achieved by reciprocity can be seen by
considering the ability of a Minister of Trade to resist pressurs from a domestic
lobby seeking @ return o protection. Reciprocity would give the minister the
strong arguinent that such a return would incur a penalty of loss of market access
so thai other firms would suffer. Indeed, this was a imajor reascn for the Mexican
government wishing (o join NAFTA, The government thereby hoped to lock in its

econcmt i

reforms and the efficacy of this strategy has been demenstrated by the
fact that despite the financial crisis 2 subsequent Mexican governient has
maintained liberal trade.

While 1 principle such an arrangement could apply to an individual ACP
country, in practice there are too many couniries for individua!l negotiations to be
istic. We therefore propose that the Nerth-South free trade area involves
regional groupings of ACP conntries. [n this case, membership of such a group
would involve both free access 1o the markets of othar member countries and
privileged access to the Turopean market. For such & regional group to function
effectively its memhership should be small. There are, however, already many
such regional groupings in Africa. The challenge has been to make any of these
regional cooperation institutions offcctive. This challenge has already been taken
up by the krropean Union through the Cress-Border Initiative (CBI). By linking
the CBI 10 reciprocity with Europe. intra-Africa regional cooperation would be
made muck mare effective. The same incentive which would police African free
trade with Europe wonld police intra-Afvican free trade. For example, in 1994
despite wmembership of the PTA and doner conditionality on trude policy, the
government of Kenyn banned maize imports from Uganda. However, had Kenyan
manufactirers been at risk of fofeiting access to Burepean markets, there would
have been a sufficiently powerful domestic lobby within Kenya to have prevented
the imposition of this trade restriction, or to have got it rapidly reversed.

The Ymited credibility of unilateral trade liberalisation produces expectations
which are self-fulfilling, notably a collapse in private investment, which is a
savere problem in the reforming Africen economies. Governments therefore need
all the lock-in devices which they can get: condittonality, WTOQ, MIGA,
recipracal agreements with the North along the lines of NAFTA (Collier, 1995).
At present these lock-in devices are failing. Conditionality is largely ineffective
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because in practice aid flows have not been related to performance (Burnside and
Dollar, 1996; and Boone, 1996). The GATT/WTO has ot been used to bind
tariffs by African governments other than South Africa and Zimbabwe. Further,
the major mechanism by which African governments would re-impose trade
barriers, foreign exchange rationing, is actually permitted under current WTO
rules. Reforming African governments need a rule change which would impose
the same penalties for this means of reversing liberalisation as for others,
Although African governments have been interested by the NAFTA model they
have misinterpreted its significance. seeing it as a continental agrecment rather
than as a North-South agreement. Hence, they have focused on the chimera of a
Pan-African Common Market rather than on forging links with the EU.

c. Instinntional Innovation

One of the important respects in which the European Union has a comparative
advantage over both national donors and the IFIs is its capacity to generate supra-
national institutions. Above we have already proposed one such innovation,
namely, the creation of reciprocal free trade arcas between Europe and ACP
regional groupings. However, the principle of creating institutions with which
African governments can choose to become associated is much more general than
this.

For countries which have peace but an inadequate macroeconomic environment
Europe has an important potential role in facilitating the transition. For example,
in the area of monctary policy ACP countries could be offered associate
membership of the emerging European monetary institutional arrangements. The
Franc Zone for many years provided a mechanism through which some African
governments could achieve a degree of macroeconomic  stability through
cooperation with France. The prospects for EMU provide an opportunity for a
similar arrangement for all ACP countries with Europe replacing France. The rules
of such a currency zone need not be identical to those of the Franc Zone. Since the
EU member countries have already established ‘convergence criteria’ for
membership of a currency area, at one end of a range of options, the same
criteria could be applied to ACP countries sceking associate status. However,
weaker forms of monetary association might also be negotiated. An ACP country
might, for example, retain its own currency but adopt a fixed, adjustable parity,
guaranteed by the Furopean Monctary Institution subject to the government
meeting budgetary criteria. The convertibility guarantee itself might cover either
all transactions or exclude capital transactions. Hence, there would be a spectrum
of monetary integration with Europe along which ACP governments might choose
to position themselves. Evidently, full association into the Euro-zone would carry
the strictest rules of fiscal behaviour, while more limited forms of association
would have correspondingly weaker fiscal requirements.
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Some countries would find one of these options attractive. others would not.
The approach would be that ACP governments wonld have the right to apply for
Bure-Zone association. An analogy wonld be the right of European Ecenomic
Arca counirics to sign up for EU ecenomic policies even though they do not have
rights to pariicipate in the design of those policies. An example of an ACP
governmsent which indeed chose to relinquish @s national curtency after a
disastrons record of macroeconomic instability is Equatorial Guinea, which chose
to jeia the Frane Zone. The move to o Euro-Zone would permit much larger ACP
ECONOMILS t0 Join.

The loss of the cxchange rate as a policy instrument which full association
would imply would impose seme costs which would vary country by country.
Those countries highly exposed to external shocks ard with limited degrees of
internal price flexibitity might find it more advantageous to inaintain adjustable
national currencies, possibly combined with weaker fiscal criteria. However,
especially in those ACP countries with scvere macreeconcmic instability, there
are very few institutional price rigiditics, partly because the formal economy is so
small. In Zaire and Nigeria, which are the important instances of a failure to
provide a minimum adequate level of macroeconomic stability, the pay-off from:
re-gstablishing monetary stability oight well outweigh the cests of reduced
relarive price flexibility.

For conntries which have peace and an adequate macroeconomic environment
but which have very poor resource allocation pelicies, the scope for Europear
Union interveution throngh institutios-building is ore limited. At present, the
main reason why countries fail to provide an adequate resource allocation
environment is because of poor parastatal performance or poor composition of
public eapenditure. To the extent that poor resource allocation is due to trade
resirictions the institutional innovation of reciprocal free trade discussed above
wonld, however, contribute to a better policy environment.

We now tem to those conntries which have already achieved an adequate
poticy environment. For this group the EU has much potential to improve
performance through institutional innovattons by reducing the level of rigk lacing
investors. The European Union is in the process of harmonising aspects of
Evropean commercial law and of harmonising standards for many professions
including procedures for professional accreditation.

The environment faced by economic agents is unstable not only because of
changes in macroeconcmic policies but also because the judicial system and the
way in which it is applied often changes. New economic policies, or even the
adoptien of wew judicial systems, can only bave a very limited effect on
investment unless they are perceived as stable. This makes it important for the
internationsl community to search for mechanisms which reinforce the stabitity
of policies and rules. One mechanism is the provision by the European Union
of arbitrators. A second is that the simultancous adoption of procedures by

i
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several states supperted by external aid and technical assistance is more likely
to be stable than unilateral adoption. Individual states face pressure from
various socio-economic groups and fobbies, which is reduced if the rules are
supra-naticnal,

In much of Africa commercial law has atrophied so that many modern
developments are simply not covered, The task of piecemeal updating of the
legal framework is sometimes a very considerable one, often precisely in ihose
countrics in which the legislative process is least able to undertake it. The
European Union could assist in the process of bringing African legal sysiems
into ling with modern practices. There is indeed a very long tradition of
attaining a satisfactory legal code by means of importing and incorporating
parts of other codes. For example, in the middle ages when Europe expanded
into Slavic and Islamic areas, new settlements frequently adopted the legal
charters of cxisting towns. The new towns thereby drastically reduced the costs
of establishing a set of commercial law without in any way infringing their own
independence of action (Bartlett, 1994). Bringing African and  European
commercial laws more closely into line might reduce the costs of entry for new
investors. At the same time it would reduce the cost to African governments of
updating commercial law to modern conditions. Currently France is supporting
attempts of Franc Zone member countiics to harmonise commercial law and
insurance regulations, partly by setting up regional courts of appeal under the
OHADA Treaty. The specific Huropean Union role would be partly the funding
of training and technical assistance, and partly the ceordination of reforms of
legal systems. Regional integration within Africa would be facilitated by some
convergence of commercial laws and the European Union already has
experience in the process of the harmonisation and reconciliation of legal
systems with very different roots.

In several critical professions such as accounting, African countries have been
unable to reproduce the self-regulation which has characterised cnforcement
procedures in the European Union. Because of this gradual weakening of self-
regulation, standards of conduct have been croded. Tirole (1992) shows how the
incentive to avoid opportunistic behaviour is dependent upon the possession of a
‘good’ reputation which it then pays to maintain. Where a profession on average
has good conduct, new cntrants to the profession inherit the reputation of the
group and therefore have an incentive to behave well. However, once the
profession has lost this reputation for honest conduct, new enirants become
tarnished by group behaviour: the expectation is that they may behave
opportunistically, and so if indeed they do so. they are niot destroying the asset
of a good reputation. Bad behaviour is thus persistent because it is not in anvone’s
individual interest to recreate the public good of a good reputation for the
professional group. African countries will {ind it ditficult to break out of this
problem, but the establishment of the accreditation procedures of Eurcpean
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professional groups may offer 4 way out of this wap. In effect, sub-groups of
African professionals would be able to signal that they were different and so
ease 0 e tynished by the conduct of other members of the profession. Once a
sub-group was clearly identifiable as less opportunistic, users of the profession
would shilt demand to that group thereby providing an incentive for its
exparsion The wele of the Furopean Undon in facilitating such a development
wonld he partly financial and partly coordination. Finance would be required both
for the training of African professionals to the standards adopted by Buropean
professional associations, and for the subseguent supsrvisions conducted by the
assoc.ations 1o ensure that their members are maintaining these standards.
Coordination would involve the Euvropean Union offering the possibility of
accreditation of African professionals 1o an African government, and the EUY and
the African government ther jointly encouraging their professional associations
to tink up to undertake the necessary training and supervision. As part of this the
African government. as a major user of professional services, would set a
imetable for its own conversion (o using accredited professionals. For example,
at the ond of this pertod the governiment would for its own auditing use only
accreditad asditors,

Taking it account the monetary fragmentation of Africa. the exchange rate

instability of muny African countrizs, and the fact that investors associate
instahility perceived in any one country with the centinent as a whele, there
probably is coasiderable scope for Purope-Africa cooperation in this area. This
could mvolve the monetary urrengements discussed previously, but also regional
judicial institutions such as arbitration commissions and reginsal guarantes
agencies for intemationa! imvestments.,

4. CONCLUSION

Because  African performance is widely rtecognised as  having  been
unsatisfactory, there is a strong case for designing Lomé V to be substantially
different from Loms (V. In practice, Lomé IV was characterised by non-
reciprocated trade concessions and programme aid disbursed on the criteria of
detailed ex ante conditionality. We bave propesed five innovations. The first
was to make aid perforrance-based with performance assessed in broad rather
than detsiled terms. Secondly, we have suggested that the actual operation of
Stabex s 11 need of medification to make it morc consistent with ifs objectives
(the specific proposals for which are the subject of a separate study). Thirdly,
w2 have propesed that the European Union should offer reciprocal regional free
trade  agreemerts to ACP courtrics. An  important component of this
arrangement would be that the partners would agree to refrain from bringing
acii-dumping swits against each other for the period covered by Lomé V.
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Fourthly, ACP countrics would be enabled to participate in European
institutional arrangements. This might take the form of various types of
association with the Euro-Zone, of accreditation of professionals in ACP
countries on the basis of European Union standards, and of the revision and
updating of ACP commercial laws,

Finally, we propose a menu approach. The Lomé tradition is one which in
principle offers the same package of aid and trade relations to all ACP countries.
This insufficiently recognises the diversity of these counities. ACP countries
differ both as to their needs and as to the preferences of their governments, both
of which change. This can only be accommodated by a menu approach. That is.
the Luropean Union and the ACP countries would negotiate a range of options,
each of which would consist of benefits and obligations. The Lomé treaty would
then in fact describe the menu consisting of these options. The menu would
include the options we have proposed: performance-based aid, recipiocal trade
agreements and participation in supra-national institutions. In addition, it could
include the status quo (that is, aid plus trade preferences), possibly aa aid-only
option, and options under which ACP couniries would undertake to go beyond
minimum requirements in, say, environmental policies or the protection of hurman
rights. Once the European Union and the ACP governments have agreed the
options, each country would be free to choose which, if any, option it would take.
An important advantage of the menu approach is that it would avord donors
taking decisions on which combination of aid and trade is appropriate for a
particular country.

Twenty years ago the governments of the ACP countries were much more
homogeneous in terms of needs and preferences than they are today. The idea of a
‘Lomé 2 la carte’ takes this explicitly into account. Over the past twenty ygars, in
some countries policy has deteriorated, whercas in others, governments have now
created the domestic pre-conditions for rapid growth and need external assistance
in innovative forms to transforim these from necessary to sufficient conditions for
take-off. The menu approach allows these governments to self-select. It is for
governments o self-select into appropriate exiernal assistance on the basis of
their ambitions rather than for the European Union to pre-select on the basis of
structural characteristics.
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